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INTRODUCTION 
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Problem 
World War I brought to this country a realiza-
tion of the tremendous industrial requirements modern 
w~r places on all nations, whether directly or indirectly 
engaged in the combat. World War II quickly demonstrated 
that even these requirements were only a beginning. During 
the intervening years, the technique of warfare was modi-
fied on the basis of increasing mechanizatio~ which made 
the nation's industrial machine more and more an integral 
part of the armed forces. However, World War I, besides 
teaching the need of industrial cooperation in war activ-
ities, taught that the industrial effort must be made 
largely in producing goods not generally usable in times 
of peace, and that these goods must be produced by plant 
and equipment specialized for the task at hand. This 
conversion or redirection of industrial activity must, 
therefore, be recognized as a special dislocation for the 
duration. The men responsible for the nation's industrial 
plant in making the required expansion of productive 
facilities for war work are faced with the problem of 
financing this expansion on a basis consistent with the 
nature of the expansion -- i.e., the duration is an un-
known period which is expected to be shorter than 
the lives of the assets, and the post-war utility of 
the assets depends largely on the nature of the mater~ 
ial they are required to produce. 
Significance 
As the armed forces of the nation continue 
to expand, and as the requirements of the nation's 
allies increase, the special war industrial machine _ 
must be expanded partially through the conversion of 
existing productive facilities, but mostly through 
the addition of plants for the specific purpose of 
achieving the needed output. 
Approach 
The problem presented here is the financing 
of an extraordinary type of investment in fixed assets. 
The approach must be, therefore, a clear understanding 
of the special nature of the investment, then a study 
of the fundamentals of the recovery of investment in 
fixed assets, a review of the methods available for 
solving the problem, and a comparison of the merits of 
these methods. 
CHAPrER II 
ORIGIN OF THE PROBLEM 
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ORIGIN OF THE PROBL:Flvf 
Need for Expansion of War Plant Recognized 
During the long years that followed World 
War I, the industrialists and the government in America 
based their plans and actions on the fond hope that 
wars were a thing of the past. The specialized plant 
created for that war was reconverted to civilian pro-
ductiom or destroyed. As the new European struggle 
increased in intensity during the late thirties, the 
need for expanded production of the implements of war 
began to became apparent. Yet, even with actual war 
between England, France, and Germany, the persistence 
of pacifism deterred manufacturers from engaging in 
war production for fear of public criticism. However, 
the fall of France and the declaration of a National 
Emergency finally brought recognition of our needs. our 
enemies had spent years of work and a t r emendous portion 
of their national income creating an arsenal and an 
armory surpassing those of the rest of the world. Our 
task then became t hat of creating a war industry capable 
of quickly producing a sufficient volume of material to 
exceed both their stock on hand ~ their current production. 
Expansion Required 
A large portion of the requirements of the 
mechanized forces of modern war must be met by specialized 
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productive facilities, while same parts of the require-
ments can be handled by existing facilities with relative-
ly slight adjustments. We are concerned here primarily 
with the problems created in meeting the requirements 
by expansion of productive capacity, either by increasing 
the quantity of facilities of a nature noramlly useful 
in the industry, or by creating wholly new productive 
capacity of a ·nature not related to the normal effort of 
industry. Thus the machine tool industry with normal 
production of $100,000,000 per year increa sed its output 
to $450,000,000 for 1940, and to $765,000,000 for 1941, 
largely by extensive plant expansion increasing the 
ability to create the basic tools of production, a function 
1 it performs in times of peace. Similarly, the aircraft 
industry has been recently engaged in huge expansion of 
capacity which, although principally military in nature 
(75% - · l9392 ), can .be used for peacetime production with 
but little alteration in the physical nature of the facil-
·ities. Such expansion is merely an addition to normal 
capacity without greatly altering the nature of the plant 
or product. In direct contrast, Chrysler, an automobile 
manufacturer, has constructed a huge new plant for the pro-
duction of tanks, while American Locomotive has entered 
l. Figures from Standard & Poor's Machine Tools, January 14, 
1942. 
2. Poor's Industrial Survey -Aviation, 1941, pages A-3-2. 
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production of both tanks and heavy gun mounts. 
Each of these types of expansion creates 
financing problems related both to the nature and to 
the extent of the expansion as can be seen from a glance 
at past experience, and a review of the principles of 
recovery of investment in fixed assets during their 
economically useful lives. 
World War I Experience 
It was noted in the Introduction th~t World 
vvar I first brought to the American people a realization 
of the need for expansion of war industry to produce the 
specialized material required. Even more important to 
the problem at hand than that realization is the memory 
of the aftermath. The Armistice brought with it the 
idea that war was completely and finally ended an idea 
held by the people and their government, and duly reflected 
in the attitude displayed in the treatment of the plant 
especially created war industries. In many cases, due to 
restrictions placed on cost computation and on profits, 
as well as to lack of understanding of the problem of 
writing off the cost of the ex~raordinary productive 
capacity during its economically useful life, the plants 
were still reg~rded as assets by their owners and by the 
government at the close of the war. Gradually in the 
following years, their owners came to recognize many of the 
properties as peacetime liabilities and they were treated 
as such. A clear example of the change from a war ass et 
to a peace liability can be seen in the case of the 
Bethlehem Steel Company w.hich, for World War I, bad 
constructed one of the finest ordnance plants in existence. 
"Today only a ghost of the skills and a fraction of the 
costly tools remain. A government dedicated to a 'return 
to normalcy' declined to buy the foundries and the tools 
and refused to accept them as a gift. .And since under 
Treasury rules Bethlehem could not write off the plant 
investment as long as the physica l property was not demon-
strably obsolete. Bethlehme did what any conservative 
business would have done with a useless property; it 
called in the wreckers. The destroying iron balls rose and 
fell, and after the wreckers departed, millions of dollars 
worth of specialized machinery had been smashed."1 Bethle-
hem had faced the prospect of carrying a heavy investment 
in an economically, but not physically, obsolete pl&nt~ 
of paying property taxes thereon, and of taking depreciation 
only at normal rates. The solution to their problem was 
practical. in the face of government policy, and although 
the political falacy of that policy can now be read into 
the cries for more ordnance, the memory of such a loss can 
but dampen any enthusiasm -- patriotic or economic -- for 
1. Fortune -- National Defense; The Sinews, October 1940, 
p. 52. 
the creation of another war plant. This was not an 
isolated case, "there were others -- the wiping out 
of Remington's great Eddystone rifle plant, which in 
its peak year of operation turned out more rifles than 
any (other) plant in the world; the shutting down of 
1 duPont's huge explosive plants,~ and many others, perhaps 
the best known of which was Hog Island shipyards, one of 
the greatest production marvels of the War. This huge 
plant was constructed at a cost of about $65,000,000 to 
produce the ships needed for victory. However, the war 
had ended before the yard actually got into production 
and ttwhen wartime contracts were exhausted, Hog Island 
went begging for an entrepreneur" 2 because the supply of 
ships produced for the war effort exceeded peacetime needs 
to such an extent that ships were anchored in out of the 
way places to rot. "For years this Yard rusted idly. 
Philadelphia's airport now covers the site."3 Still 
another industry, also again in the throes of war expan-
sion, had a similar experience. Aviation "with the 
outbreak of the World War • • • experienced a full sized 
boom ••• Sales of the Curtiss Aeroplane & Motor Corp., 
the then leading producer in the industry, jumped fram 
$6,158,439 in 1916 to $46,181,141 in 1918. The postwar 
1. Fortune ~ National Defense: The Sinews, October,l940,p.52. 
2. Fortune - How Many Ships How Soon, July 1941, p. 39 
3. Ibid. 
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reaction was severe, leaving the industry in a state 
of collapse. Sales of the Curtiss company in that 
1 year amounted to only $1,261,375." And as a final 
illustration, WWorld War demands and high prices resulted 
in a huge increase in the coal productive capacity of 
the United States .• Ensuing low prices forced the closing 
of same mines • • 
Taken together, the foregoing illustrations 
cast an interesting light on the problem. The highly 
specialized plants such a s those for ordnance found no 
place in the peacetime industrial structure, and thereby 
became economic burdens. But even the expansion of basic 
industries such as coa.}. and aircraft, which have a normal 
place in peacetime industrial society, could and did 
exceed ln extent any reasonabl.e volume of peacetime business. 
The experiences with plant expansion for World 
War I differ from any experiences since in one feature only, 
namely, in the reason for the empansion. So far as the 
economics of expansion are concerned, the effects of the 
depression of the thirties provide clear illustrations of 
the dangers existing even in expansion to handle volume 
received through normal business. 
1. Poor's Industrial Survey 
2. Poor's Industrial Survey 
Aviation, 1941, P. A~5-2 
Coal, 1941, p. C-2-3 
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Depression Experience 
During the boom of the twenties, industry 
again engaged in tremendous plant expansion to meet 
what appeared to be ever increasing demand. However, 
with the thirties the boom broke and production fell 
far below the level necessary to cover expenses. The 
experience of struggling to keep a portion of the pro-
ductive facilities in use is clearly remembered by the 
industrialists now being urged to expand their busy 
plants beyond anything previously considered. The steel 
industry has resisted expansion, because it remembers 
that "in 1932, after one splurge of expansion, the industry 
was able to scrape up business for only 19.5 per cent of 
capacity. Between 1935 and 1938, production was at the 
rate of less than 50 per cent."1 A similar experience of 
excessive capacity was felt by the aviation industry be-
cause "although many new transports were built in 1933 and 
1934, the volume of business was inadequate to sustain the 
owerextended manufacturing branch of the industry."2 curtiss 
Wright was hard pressed by this decline in volume as is 
shown by the fact that its assets slumped from ?8 million 
dollars in 1929 to 34 million in 1938 with losses running 
as high as 9 million dollars in one yearv3 Another 
industry, machine tools, which is today far overloaded with 
1. Fortune -- Steel Capacity, April 1941, p. ?2. 
2. Poor's Industrial survey -- Aviation, 1941, p. A-3-2. 
3. Fortune -- Curtiss Wright: Warrior, September 1938,p.80. 
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orders, has to go back only a few years to see the 
results of overcapacity. Machine tool "sales volume 
slumped almost to the vanishing point at the bottom 
1 
of the 1930-33 depression~• and owners of machine 
tools plants feel as the managers of U,ones & Lamson 
are said to feel when "looking out at night from their 
homes on Cherry Hill on the brightly lighted shops, they 
recall the days of 1933 when these same shops were dark, 
when employment was down to 120 men against the 1600 
employed today.J?. 
Thus recent experience has taught the industrial 
community that :plant expansion can be dangerous and very 
expensive should volume decline. 
Summary 
The advent of war has brought the necessity for 
expansion of industrial :plant to provide the weapons for 
the conduct of hostilities. This need for expansion has 
brought to mind the experiences of a similar situation 
that arose from the :previous great war and the experiences 
of the depression with :plant overexpanded from normal ec-
onomic c~uses. Together they make the plant managers fear-
ful of the great risks involved. Certain of the :plants 
~.Standard & Poor's --Machine Tools, January 14, 1942. 
2.Fortune -- Jones & Lamson, May l941 
required for production for the armed farces is of such 
a nature that it must be regarded as wholly uneconomic~ 
although essential. Other expansion, while it fills the 
present need, may also fill normal needs in the postwar 
period. Each of these types raises special financing 
problems. The plant that is to be retired after war 
ceases, must be financed in such a manner that it will 
not be carried as a business asset at that time. Plants 
that may be usable after the war must be financed in 
such a manner that they will produce a valuation at the 
close at the war that might reasonably be justified by 
their economic usefulness. For both of these types of 
plants, consideration must be given to the cost of carry-
ing ~~e investment, regardless of its book value, in the 
years succeeding the peace treaty, because certain expendi-
tures such as those for insurance, property taxes, and gen-
eral maintenance will continue to be necessary. 
CHAPI'ER . III 
FUNDAMENTAlS 
of 
DEPRECIATION ACCOUNTING 
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FUNDMKENTALS OF DEPRECIATION ACCOUNTING 
Depreciation a Part of Cost 
The existence of depreciation as a fact 
has always been recognized. There has never been a 
question but that over a period of time capital assets 
became worn out or obsolete and that their value thereby 
became greatly diminished. However, for many years 
controversy has raged as to the validity of attempting to 
prorate the diminishing value over the life of the asset 
and of considering the apportioned amounts as cap !tal 
expended during the period to which the amount was applic-
able and, therefore, as part of the cost of doing business 
during that period. The enactment of income tax laws 
greatly altered the situation by providing that "a reason-
able allowance for the exhaustion, wear and tear of property 
used in trade or business, including a reasonable allowance 
for obsolescence~1 could be computed and considered as an 
item of expense in arriving at taxable income. Further-
more, the decisions of public bodies to permit the inclusion 
of depreciation as an expense in. determining utility rates 
furthered the acceptance of the idea of apportioning the 
expenditure of capital assets over their productive lives .• 
Two of the decisions express the matter as: 
1. Internal Revenue Code- 1939- Sec. 23 (L). 
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"Depreciation may be defined as 
the consumption of investment in 
p~operty, or the loss in service 
value of property, due to use, wear 
and tear, physical deterioration, or 
the demands of puhlic authority. 
Briefly, it results from the usual 
forces and conditions which limit 
the service life of property and 
cause its retirement."! 
"Depreciation is the loss in 
service value not restored by current 
maintenance and incurred in connection 
with the consumption or prospective 
retirement of property in the course of 
service from causes against which the 
carrier is not protected by insurance, 
which are known to be in e urrent opera-
tion, and vhose effect can be forecast 
with a reasonable approach to accuracy."2 
As a result of the legal provisions and 
decisions, plus a great deal of accounting education, 
business has for many years now accepted the fact that 
in computing periodic profits, this capital expenditure 
must be included. In brief, the accepted principal is 
that fixed assets decline in value continuously, whether 
in use or not, as a result of all or any combination of 
the factors: wear of use, action of the elements, and 
passage of time which results in physical obsolescence 
because of the increased productive capacity of newer 
facilities, and economic obsolescence created by changes 
in the demand for the product of the existing assets. 
1. 
2. 
Public Service Commission of Wisconsin --"Depreciation" 
p.l4 --The St&te Law Reporting Company, New York 
Depreciation Charges of Telephone Companies and of 
Steam Railroads -- 177 I.c.c. 422 Dockets 14 700 d 
15, 100 • ' ' an 
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It has been further recognised that While the results 
of the action of these factors may not be obvious from 
month to month or year to year the decline in value is 
nevertheless present and provision must be made to meet 
its cumulative effect at the time when it does become 
obvious. This is generally accomplished by charging 
each period's expenses with a share of the total cost 
and establishing a reserve that in effect reduces the value 
of the assets. It is planned that the accumulation of 
these periodic provisions will equal the decline in val~e 
of the asset at the end of its useful life when it is 
discarded. 
Many methods have been devised in the attempt 
to discover an equitable basis of apportioning to each 
successive period its fair share of the total expected 
capital expenditure. In these attempts, great difficulty 
has been encountered due to the varied nature of the causes 
of the loss in value and the uncertainty of the length of 
the period of useful life. However, we are not concerned 
here with the detail of the various methods, but rather 
with the basic factors involved. 
Factors of Depreciation 
The first factor t>o be considered is "cost." 
This is the basic factor because the object of depreciation 
accounting is to provide for the loss of value wrrich is the 
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decline from original cost to the ultimate disposal 
value. For the assets acquired in current plant 
expansion, the cost is readily ascertainable as the 
sum of purchase price and all expenditures necessary 
to get the asset ready for the use for which it was 
acquired (freight, installation, etc.). 
The second factor is the estimated residual 
value. This is the net amount that it is estimated can 
be recovered from the disposal of the asset at the end 
of its period of usefulness. Such an estimate must be 
conservative, and it is usually the scrap value after 
cost of removal and sale. 
The third and most difficult factor is time. 
(If the basis of units of production is used, the factors 
to oonsider in determining the total output are the same.) 
Normally, this is the period during which it is expected 
that the asset will be economically useful in production. 
Such an estimate must take into consideration the factors 
of wear during use, wear caused by action of the elements, 
and declining value due to obsolescence. Usually ~ast 
experience serves as a guide, and the guidance is further 
assisted by the study of asset lives, expressed as annual 
percentages of cost, compiled by the Treasury Department 
and published as T.D. 4422 to serve as an indication of 
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what would be considered reasonable. Naturally, the 
validity of the period of time finally determined will 
be questioned if it varies greatly from the Treasury's 
findings, and pDoof in terms of the factors involved 
will be expected if' the period is to be used in deter-
mining depreciation for tax purposes. As noted on 
page 12,, the tax law permits the inclusion in the compu-
tation of a reasonable allowance for Obsolescence" due to 
economics as distinguished from physical exhaustion. It 
is due to changed business conditions which render an asset 
useless and unprofitable prior to its normal useful life."l 
But such "obsolescence may be taken ••• only when it is 
definitely known, and not when it is merely the opinion 
of the taxpayer that the property might become obsolete.~ 2 
Thus for all practical purposes, the factors to be used in 
arriving at the length of life for an asset are wear and 
tear of use, wear caused by the elements, and such obsolescence 
as past experience will prove can be expected in the normal 
course of events. (Example -- Value dies used in forming 
parts for automobile bodies must be in sound and accurate 
condition at the end of the model ye~r, yet, although 
physically in excellent condition, they are known to be 
economically obsolete because of the established custom 
1. Alexander Federal Tax Course and Guide-l938,Allowable 
Deductions. 
2, Ib~d. 
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of annual model changes. In such a case, one year 
is the life of the asset.) 
Financial Aspects of Depreciation 
The need for epreciation accounting has b eein 
generally accepted and the various methods of computing 
rates of c~ epreciation have been established. The basic 
reason for this accounting, however, is to recover dbring 
the useful life of each asset, from the sale of its product, 
the capital invested therein. It is this basic principle 
that is vitally important, and it is the most often neglected 
because of the interest in methods and rates. 
"The object of the accounting for 
depreciation is to recover only the 
capital originally invested in the 
fixed assets and donsequently no con-
sideration is given to the replace-
ment value, whether higher or lower 
than the original cost. The cost 
of the original assets as it is re-
covered from the profits of the busi-
ness is kept in the business, some-
times as a definite fund, but more 
often as an unidentified part of the 
net assets. The business, at least 
to the extent of the cost of the original 
assets, should, at the time the assets 
are discarded, 1be financially able to replace them." 
The operation of these ideas can best be seen by illustration. 
A very simple example of the results of depreci-
ation accounting on the financial position of a business nan 
1. Mathematics of Finance, James V. Toner, I>·· 16? 
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be seen by examining the statements of a cash and c~rry 
business having as fixed assets only the store. 
Balance Sheet at Start of Period 
Assets 
Cash 
Inventory 
Store 
$ 1,000 
500 
3,000 $4,500 
Liabilities and Net Worth 
Liabilities 
Net Worth 
-0-
4,500 
4,500 
Profit and Loss Statement for the Period 
Boolt Fi~ures 
Sales 
Cost of' Sales: 
Beginning inventory $500 
Purchases 3,000 
' $3,500 
$ 5,000 
Closing inventory 500 $ 3,000 
Expenses: Wages, etc. 1,000 $4,000 
Profit(before depreciation)l,OOO 
Net cash debit (increase) 
Cash Account 
Debit Credit 
$5,000 
$5,000 
$1,000 
$ 3,00 0 
1,000 $4,000 
Thus combining the balance sheet at the begin-
ning with the result of operations for the period, we have 
the balance sheet at the end of the period showing the net 
increase in the cash account and the corresponding increase 
in net worth from the profit. 
Balance Sheet at Close of Period 
Assets 
Cash 
Inventory 
Store 
$ 2,000 
500 
3 000 
$ 5:500 
Liabilities and Net Worth 
Liabilities 
Net Worth-
Add profit 
$ 4,500 
1,000 
$ -0-
$ 5:500 
_5_500 
This balance sheet shows that there was a net 
profit of $1,000 made during the period and available for 
distribution, that the cash account has been increased by 
$1,000 and that the store is still worth $3,000. However, 
depreciation must be considered. The entry of t~e deprecia-
tion charge for the period is a simple entry not affecting 
the accounts other than to reduce the profit and to apply 
the amount removed from profit as a deduction fran the value 
of the store, thus showing the true total cost of doing busi-
ness. The profit and loss statement, after this entry would 
appear as: 
Profit and Loss Statement for the Period 
Book Figures 
Sales 
Cost of sales: 
Beginning inventory 
Purchases 
Closing inventory 
Expenses--Wages,etc. 
Depreciation 
$ 500 
3,000 
$3,500 
500 
Profit after depreciation 
Net cash debit (increase) 
$5,000 
3,000 
1,000 
300 
! 700 
Cash Account 
Debit Credit 
$ 5,000 
$ 3,000 
1, 000 
-o- ... o_ 
$5,000 $4,000 
$1,000 
The balance sheet after depreciation would 
show: 
Balance Sheet at Close of Period 
~ssets Liabilities and Net Worth 
Cash 
Inventory 
Store(Cost) $3,000 
$ 2,000 Liabilities 
500 Net worth --
Add:profit 
Less: Depreciation 300 12:700 
5 200 
$ -0-
$ 4,500 
?00 5,200 
$ 5,200 
The effect here was solely to transfer from 
profit after cash expenditures to the asset a portion of 
the profits representing the estimated decline in the value 
of that asset during the period, owing to wear and tear, 
etc., thereby showing as an increase of net worth only the 
true profit after all expenses. Had not this entry been 
made, the books would have shown a profit in excess of the 
true profit by $300., the entire amount of which could then 
have been paid out to the owners. This in effect would 
have been a partial return of their capital although it 
would not ha~e been recognizable as such. In addition, 
failure to make the entry would have left the value of the 
store account on the books at cost, whereas a period of use 
had reduced its value. 
· An important point to notice in the illustration 
is that the decrease in net value of the fixed sheet was 
offset by an increase in the current asset account "Cash" 
and that in addition t he cash account was increased by the 
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amount of the net profit. The principle is always true 
if there is a prorit because the very existence of a 
profit would indicate that the assets (or excess of assets 
over liabilities) had increased. However, the entry for 
depreciation results in a reduction of the net value of the 
fixed asset account and therefore the increase must be in 
the other asset accounts. 
Since, in determining profit, the expenses are 
deducted from revenue, the profit before depreciation must 
consist of the net revenue remaining after the deduction 
of expenditures of current assets and increases in current 
liabilities which constitute the cost of obtaining that 
revenue. Now the revenue itself is almost always in the 
form of cash, accounts receivable, or notes receivable which 
are current assets. Therefore, the balance of revenue after 
other expenses but before depreciation must .consist of current 
assets. As previously noted, the depreciation entry merely segre·-
gates the profit before depreciation between the reserve for 
reduction in value of the fixed asset and the net worth. Thus 
the current assets that constitute the profit before deprecia-
tion are earmarked by the depreciation entry as profit avail-
able for distribution, and as assets to be retained to off-
set the decline in value of other assets. Naturally, the 
particular portion ~f the current assets that serve each of 
-2~-
these purposes can not be identified, but the important 
financia l point of the$r existence is all that is necessary 
because their existence proves that the net assets of the 
business are being maintained at the amount of the original 
investment even if all profits are paid out to the owners, 
and that the current assets of the business contain the 
provision for replacing the fixed assets at least to the 
extent that their original value has declined through their 
use in the business. 
The principle can be clearly shown also in relative-
ly complicated eases where there are several accounts involved 
and where the business has no profit, but just earns enough 
to cover all costs. 
Profit and Loss Statement for the Period 
Book Figures 
Sales 
Cost of sales: 
Beg inning inventory $ 500 
Purchases 3,700 
Closing inventory 
Expenses-Wages etc. 
Depreciation 
$4, zoo 
500 
Debit 
Account 
Credit 
$5,000 $4,000(1) 
1, ooo :( 2) 
3,?00 
1,000 
300 
$ -0- $5,000 
$4,000 
1,000 
$ 3,000{1} 
?00 ( 3) 
1,000(1) 
300{ 4) 
$5,000 
$4,000 
-o-7oo 
Cash Account {1) 
Accounts receivable (2) 
Accounts payable (3) 
Reserve (deduction from asset)(4) 300 
$5,000 $ 5,000 
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Combining this profit and loss statement 
with the beginnihg balance sheet we obtain 
Balance Sheet at Close of Period 
Assets Liabilities and Net Worth 
cash $1,000 Accounts payable 
1,000 Net Worth $4,500 
$ ?00 
Accounts Receivable 
Inventory 500 Add profit -0- 4,·500 
Store $3,000 
Less Depreciation 300 2, ?00 . 
,$5, 200. $5,2'00 
Here the cash account has not changed becalise 
the cash received as revenue was just equall~d by the cash 
outgo for expenses, and the inventory at the close of the 
period is the same as the inventory at the start because 
the cost of the goods sold equalled the cost of those pur-
chased during the period. However two new accounts were 
added, one of these a current asset "accoUlilts receivable", 
and the other a current liability "accounts payable." The 
net of these two accounts is an increase of $300 in current a s 
assets, and, opposed to this there is a decrease in fixed 
asset value of $300. Thus it can be clearly seen that where 
the revenue was just sufficient to cover all expenses in-
eluding depreciation, the net worth was not changed and 
there was not therefore an increase in the net assets of 
the business. But there must have been a change in the 
nature of the assets because the depreciation entry reduced 
the net value of the fixed asset. It is then obvious that 
the offset to this reduction must be an increase in one or 
more of the other asset accounts, or a reduction in 
the liabilities which would cause an increase in the 
net of the other a ssets over liabilities. This off-
setting amount can readi ly ben seen to be the net in-
crease in "Accounts Re_cei vable" over "Accounts P&yable." 
Here again, the fundamental prin ciple of deprecia-
tion accounting can be seen. Revenue in the form of 
current assets was received from the operation of the busi-
ness. From this was deducted, in preparing the profit and 
loss statewent, the costs of doing business consisting of 
c-ash expenditures and the incurring of liabilities totalling 
just $300 less than the revenue produced. Thus before 
~epreciation, there was an increase in net assets of $300 
which could have been considered profit and removed from 
the business. However, the fixed assets hed declined in 
va lue from use by an amount estimated to be $300, so this 
amount was transferred from profit before depreciation to 
be applied as a reduction in the value of the fixed asset. 
Such a transfer had no effect on the current assets or 
current liabilities, but merely earmarked the net increase 
in current assets as being applied to cover the loss in 
value of the fixed asset. Thus, while there was no profit, 
sufficient revenue was obtained to permit the retention 
in the business of an increase in current assets that would 
compensate for the reduced value of fixed assets, and, 
naturally, the net of total assets over total liabilities 
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(net worth) did not change. 
Eepreciation accounting's function of retain-
ing in the business total net assets equivalent to the 
original investment was easily seen in these simple 
illustrations because there were not present the usual 
complicating fa eotrs of additions of new fixed as~ets 
and retirement of fully depreciated fixed assets. However, 
the principle is nevertheless true regardless of complica-
tions as was shovrn by studies made during the industrial 
recession. Here it was found that with expenditures far 
new fixed assets reduced or eliminated, t he net result of 
earned depreciation was to increase the excess of current 
assets over current liabilities, thereby retaining in 
- the business the ability to ~eplace those fixed assets at 
least to the extent that their original value was diminished. 1 
However, we must also consider the other possibil-
ity. If there is not a profit before depreciation sufficient 
to cover the depreciation charge, there must be a decrease 
in the total net value of the assets. This, again, can most 
clearly be ·.seen by a simple illustration. 
1. Journal of Accountancy, November 1939, Financial 
Aspects of Depreciation. 
Profit ahd Loss Statement for the Period 
Book Fi gures 
Sales 
Cost of sales: 
Beginning inventory 
Purchases 
Closing inventory 
Expenses- Wages, etc. 
Depreciation 
$ 500 
3, 70'0 $4,200 
500 
Loss after depreci~tion 
$5,000 
3, 700 
1,300 
300 
$300 
Cash Account 
Debit Credit 
$5,000 
$5,000 
$3, 70"0 
1,300 
-o .... $5,000 
Combining these figures with those of the original 
balance sheet: 
Balance Sheet at Close of Period 
.a.ssets Liabilities and Net Worth 
cash 
Inventory 
Store $3,000 
$1,000 
500 
Less Depreciation 300 $2,700 
$4,200 
Liabilities 
Net Worth $4,500 
Less-loss 300 
$ -o-
4,200 $4,200 
From this, it can be seen that current assets re-
ceived as revenue equalled current assets disbursed in 
securing that revenue and the bookkeeping entry to record 
the loss in value of the fixed assets in effect applied 
part of the owner's equity to those assets. Thus when the 
profit before depreciation is less than the depreciation, 
the net increase in total assets is less than the 
depreciation and the excess of the depreciation charge 
must be applied against net worth to record the fact 
that the true financial result of operations is a loss 
in the net value of the assets, which is a decrease in 
the owner's equity. 
A summary for these illustrations is foun.d in 
George o. May's article, "The Relation of Depreciation 
Provisions to Replace~ent:"l 
"The fact that a corporation had no net 
income for a year does not necessarily mean that 
no effective reservation of funds is ever made in 
respect of its depreciation provisions for that 
year. (It may) have ha d gross income sufficient 
to meet depreciation ••• provisions. In other 
cases, the deficit for the year may have been less 
than the depreciation provision, in which event a 
part of the provision may be regarded as set aside 
during the year. On the other hand, if the deficit 
has been charged against previously accumulated 
surplus, (or original investment) and if the accumu-
lated deficits are ultimately extinguished through 
reorganization or bankruptcy, the depreciation pro-
visions which have merely increased the amounts of 
those deficits will never be represented by any 
actual provision of funds. During the decade of 
the 1930's the (United Steel Corporation) set aside 
a s current depreciation provisions a total of $510 
million, and during the same period it had a deficit 
after dividends of $190· million which was q..tite proper-
ly charged against the surplus of previous years. 
During this period, therefore, it may be said that 
o~ly 63 per cent of its depreciation provisions re-
sulted in effective setting aside of funds available 
for financing replacements or extensions." 
1. Journal of Accountancy, May 1940, p. 344. 
-28-
Another approach to the financial aspects 
of depreciation is through the statement of applica-
tion of funds. The comparison of the balance sheets 
of a company will show that there were changes in 
many of the accounts during the period that expired 
between the preparation of the earlier balance sheet 
and the preparation of the latter. The statement of 
application of funds assembles and classifies these 
changes to show how and why the changes occurred. "If 
the financial condition of the business has improved 
during the period, this improvement is due to the fact 
that additional resources have come into the business 
from same source, and these additional resources have been 
used for certain purposes. A statement of application of 
funds shows how these resources were provided, and what 
use was made of them. ttl However, as previously noted , 
the provision for depreciation does not in any way alter 
the amount of assets or liabilities a ctually received, 
disbursed or incurred, but rather aggregates part of t h e 
net increase to offset an estimated decrease in the value 
of the fixed assets. This is borne out by the statement, 
"Depreciation is an expense, but the provision for deprecia-
tion does not represent an expenditure of funds. Therefore, 
1. Principles of Accounting, Finney, Chapter 29. 
to find the funds provided by the profits, it is necess-
ary to e. dd the net profits for the period and the deprecia-
tion provisions made during the period."1 Such an addition 
would restore the net profit before depreciation which is 
the net increase in assets resulting from revenue over the 
expenditures of assets and the incurrence of liabilities: 
made in securing the revenue. Thus, again, it is seen 
that the provision for depreciation does not in itself 
produce anything, but merely segregates ·the increase in net 
assets, known as profit, between that which may be carried 
to net worth as available fC!Ir distribution and that vllich 
must be· retained in the business to offset the estimated 
decline in value of fixed assets used. 
Summary 
(1) Depreciation, the loss in value of fixed 
assets as a result of various factors, is accepted as a 
part of the cost of doing business. 
(2) The extent of the depreciationmust be 
estimated on a periodic basis so that it can be included 
in periodic computation of profit and loss. 
(3) In calculating the extent of the periodic 
depreciation, the loss of physical value (wear and tear, 
etc.) is generally used, but the inclusion in the estimate 
of anticipated obsolescence is not permitted in so far as 
1. Finney: Principles of Accounting, Chapter 29 
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use of the rate determined for ta::x: purposes is concerned. 
(4) When there is a profit for the period, the 
accounting for depreciation retains in the business an 
unidentified portion of the total assets 8S compensation 
for the estimated loss in value of the fixed assets. 
(5) 'When there is a loss for the period, to t."'le 
extent that the loss eKceeds the depreciation provision, 
there has not actually been retained in the business the 
necessary compensating assets, but rather the owner's 
equity has been reduced to compensate for the declining 
value. 
CHAPTER IV 
RELATION OF DEPRECIATION ACCOUNTING 
TO THE PROBLEM 
RELATION OF DEPRECIATION ACCOUNriNG TO THE PROBLEM 
The problem is to determine the method Of 
financing the plant expansion necessary to meet the 
emergency production requiremen~s of war. Past exper-
ience with plant expansion has shewn that the expanded 
plant may very possibly be of little productive value 
after the war has ended, and it is anticipated that the 
duration of the war will be a period shorter than the 
lives of the fixed assets that are to be acquired. Yet, 
the study of depreciation accounting brought out the 
point that for tax purposes the anticipated obsolescence 
that will result from the loss of demand for the products 
of the new plants can't be included in computing deprecia-
tion for tax purposes. It therefore is necessary to 
depreciate the plant at rates that would apply if it were 
acquired for nonmal expansion purposes. Furthermore a 
study of the financial aspects of depreciation disclosed 
the ~act that depreciation provisions in themselves are 
of no benefit. The provisions succeed in their purpose 
only when there is a profit after making the provision. 
Thus, unless there is reasonable anticipation of profit 
during the useful lives of the assets acquired in the new 
expansion, their cost cannot be recovered. 
CH.API'ER V 
arHER ASPECTS OF THE PROBLEM 
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OTHER .ASPECTS OF THE PROBLEM 
In addition to consideration of investment 
recovery, there must be consideration of the unavoid-
ably recurring expenditures for taxes and general up-
keep. Real estate and property taxes are based on the 
assessed value regardless of the net book or unrecovered 
value shown on the books of the owner. Also the owner 
ordinarily feels obliged to provide plant protection in 
the form of insurance, watchmen, etc., and to make 
necessary expenditures for maintenance and repairs to 
prevent the rapid deterioration which overtakes aba ndoned 
plant. Thus :i.f the investment recovery is made over the 
economically useful lives of the facilities, but their 
physical life extends beyond that period, the facilities 
must produce sufficient revenue to cover the t~x and gen-
eral upkeep expenditures in the period from the end of 
their economically useful lives to the end of their 
physical lives. 
CHAPTER VI 
:METHODS OF SOLV ING THE PROBLEM 
METHODS OF SOLVING THE PROBLEM 
There are three basic methods available 
for handling the problem. The first of these is the 
most simple. Acquire the necessary assets with the 
intention of recovering the investment through ordin-
ary depreciation accounting. The second method is to 
take advantage of the special provision made in the 
tax laws and acquire the assets with the understand ... 
ing that the period of depreciation will be five years 
or less, regardless of the normal lives of the assets. 
And finally, to have the expansion investment made by 
an agency of the government either with, or without, 
the provision that the government will sell it after 
the war if it is found to be usable for normal business. 
Each of these methods involves special con-
siderations and has advantages and disadvantages of its 
o\v.n, so that it would be best to examine the methods 
separately and then compare them. 
CHAPTER VII 
NNIU!lAL IT:-J-vESTMENT 
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NORM:AL INVESTMENT 
In some cases, it may ·be desirable for the 
eompany to make the necessary investment in expansion 
of its plant as if it were ordinary business expansion. 
Such an outlook would be possible in · instances where it 
could reasonably be expected that the total of the 
industry's expansion was not so great as to make reason-
able use of the plant after the war an impossibility. 
Were there an expectation that the present and future 
profits of the company might be sufficient to at least 
cover the depreciation charges, such a method might be 
advisable. However, as ~111 be seen in the next section, 
the provisions in the amortization regulat ions permit 
the use of normal rates of depreciation even after the 
assets have been certified for -amortization, and in 
addition other provisions further increase the ability of 
the plant manager to correct errors of judgment as time 
passes. Because there is nothing to gain by using this 
method in preference to those later described, nothing 
more will be said at this point regarding the expansion 
as normal. 
CHAPTER VIII 
.AMORTIZATION 
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.AMORTIZATION 
In recognition of the difficulty business 
was encountering in planning expansion of plant for 
war production, the government enacted special tax 
laws granting concessions to the owners of ruch facil-
ities as were acquired for this purpose. These tax 
provisions originated with the Second Revenue Act of 
1940, approved October 8, 1940. Subsequently, the pro-
visions were altered by futther laws and regulations, the 
latest of which is Public Law 285, interpreted in T.D. 
5104. · However, most of the principal features of the amor-
tization procedure were explained in T.D. 5016. 
Perhaps the best method of attaining an under-
standing of amortization, is by examining the laws and 
Treasury Decisions relating thereto. For this reason, 
the following pages will present, step by step, the basic 
information from those laws and regulations. 
The information contained in the following pages is based on: 
Internal Revenue Code 
Treasury Decisions-5016,5049,5104 
Instructions-TAS 21,24 
N.A.C.A. Bulletin, Amortization and Defense Certificate Nov.l941 
Experience in preparation of Applications 
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A. Emergency Facility 
An emergency facility is any land, land 
improvement, building,machinery, equipment, ar part 
thereof, the acquisition of which occurred after June 10, 
1940, or the construction, reconstruction, installation, 
or erection of which was completed after that date, and 
which has been properly certified by the Secretary of the 
Dep~rtment concerned as necessary to the interest of 
national defense during the emergency period. 
B. Secretary of Department Concerned 
The certification of the facilities is made by 
the Secretary of War or the Secretary of the Navy, which-
ever is concerned in the use of the facilities, to the 
Commissioner of Internal Revenue. 
c. Emergency Period 
The emergency period began June 10, 1940 and is 
to continue until the date that the President proclaims 
that the utilization of a substantial portion of the 
emergency facilities is no longer required in the interest 
of national defense. Normally, this p eriod is the maximum 
period of amortization. However, for specific facilities, 
the period may be shorter as noted in "Termination of 
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.Amortization Period." Generally, facilities will be 
amortized over a sixty month period which falls within 
this maximum period of emergency. For those sixty month 
periods that extend beyond the maximum period of the 
emergency, special treatment is provided as noted under 
"Termination of .Amortization Period." 
D. Amortization Deduction 
Section 23 of the Internal Revenue Code provides 
for deductions from gross income. This section was amended 
as a result of the Second Revenue Act of 1940 by the 
addition of a new sub-section "t" providing for deduction 
with respect to the amortization of emergency facilities, 
in lieu of depreciation • • • an amount determined by the 
new section (124) which had been added for the purpose of 
permitting such a deduction and for determining the manner 
of computing the deduction. 
Section 124 provides as the general rule that if 
the required certificate has been issued, a corporation 
(and only a corporation), may elect to take as a tax deduc-
tion a portion of the adjusted basis of the certified 
facilities. The deduction taken which is the amortiza-
tion allowance -- will generally be based on complete amortiza-
tion over a period of sixty months. 
E. Beginning of· Amortization Period 
The amortization period will begin with which-
ever of the following the taxpayer elects: 
1. The month following the month in which 
the facility was completed or 
acquired. 
2. The taxable year succeeding that in 
which the facility was completed 
or acquired. 
A statement of the date of completion or ac-
quisition as ascertained by the taxpayer, together with 
a statement of the pertinent facts relied on, should be 
filed with the taxpayer's election to take amortization. 
F. Computation of Amortization Deduction 
The amortization deduction is figured on a month-
ly basis and is taken in lieu of depreciation. For each 
month of the sixty month amortization period that falls 
within the taxable year, the month's amortization deduction 
is determined by dividing the adjusted basis of the facility 
at the end of the month by the number of months, including 
the one for Which the computation is being made, that re-
main in the sixty month period. The adjusted basis at the 
end of the month that is used in this computation does not 
take into consideration the deduction with respect to that 
month. 
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Example of Deductions (T.D. 5016, p. 8) 
October ($240,000 t 60) ••.••.••••. $4,000 
November ($236,000 +59) ••••••••••• 4,000 
December ($232,000 ~ 58) •••••·••••• 4,000 
Total deduction for year ........ $21,000 
G. Election of Amortization 
As noted under "Beginning of .Amortization 
Period, tt· the taxpayer may elect to start taking amortiza-
tion at either of two times. If he elects the earliest, 
the month following the month of completion or acquisition, 
a statement to that effect must be included in his return 
for the taxable year in which the completion or acquisition 
fell. If he elects the later starting date, the taxable 
year succeeding the year of completion or acquisition, a 
statement to that effect must be incduded with the return 
for that year. If the facility is completed or acquired in 
the last month .of the taxable year, the statement should be 
included with the return for the taxable year sue ceedi ng 
that in which it w~s completed bD acquired because this 
will cover either election. 
No other method of ma~ing the eleetion is per-
missible, and each statement of election should contain a 
description of each facility for which amortization is 
claimed that will clearly identify such facility. 
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If the election is not filed as provided above, 
the taxpayer is not allowed amortization with respect to 
the facilities except as provided by "Termination of 
.Amortization Period. 11 
H. Elect ion to Discontinue Amortization 
If, a ftev having elected to take amort izati. on, 
and even after having ta~en such ·deductions for part of 
.~ 
the sixty month period. the taxpayer decides to discontinue 
amortization, he may notify the Commissioner of Internal 
Revenue of his intent.ion. Such notice must be in writing, 
must specify the month with which deduction of amortization 
will be discontinued, should contain a clear description of 
the facilities, and must be filed before the beginning of 
~he month in which the deductions will cease. 
When such a change of election is made, the tax-
payer will not be allowed amortization again except as pro-
vided in "Termination of .Amortization Period.n However, 
if the facilities concerned are depreciable property, regu-
lar depreciation may be taken beginning with the month after 
the last month in which amortization is taken. 
I. Termination of the Amortization Period 
Amortization is based on the need for special 
treatment of assets acquired or constructed for use during 
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the emergency period. This period has its beginning 
set at June 10, 1940 by the provisions of the law, and 
it extends until such time as the President proclaims 
that the utiliza tion of a substantial portion of the 
emergency facilities with respect to mich certificates 
have been issued, is no longer needed in the interest of 
national defense. For Internal Revenue (tax) purposes, 
the termination date v.-i.ll be either this date established 
by proclamation, or the date specified in a certificate 
from the Secretary of the Department concerned to the 
Commissioner as the date the faeilities ceased to be necess-
ary in the national defense, Whichever is the earlier. 
However, it can readily be assumed that neither of these 
dates will be prior to the end of the war. 
J. Effect of Termination of Amortization Period 
If the taxpayer had elected to take amortization 
in the proper manner as described in Election of Am.ortiza-.. 
tion, and the sixty month period has not expired when the 
amortization period is terminated, he may elect to terminate 
the amortization period with respect to his faeilities as 
of the month in which the date of the end of the emergency 
falls. In such a case, there will be substituted in place 
of the original sixty month period a new period beginning 
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with the first month of his old sixty month period and 
ending with the month in which the date of the end of 
the emergency period falls. His taxes for all years 
falling within that period will then be recomputed with 
the amortization deduction based on the new period. 
If the taxpayer had elected to take amortiza-
tion and had later elected to discontinue taking these 
deductions,the termination of the amortization period 
might permit him to change his second election. Provided 
the date of the ending of the emergency occurs prior to 
the ending of his original sixty month period and after 
the beginning of the month following the last month in 
which he took the amortization deduction, he may elect to 
tenn.inate the amortization period with respect to his facil-
ities as of the end of the month in which the emergency 
ceases, and his previous election to discontinue amortiza-
tion will then be disregarded. The new period will then be 
determined as mentioned in the previous case, and his taxes 
will be recomputed. 
If the taxpayer had secured the necessary certifica-
tion, but had not elected to 9mortize, the termination of 
the amortization period might make it possible for him to 
elect to take amortization. Provided the date the emergency 
ceases occurs before the expiration of sixty months from the 
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last , day of the month in which the facility wa.s completed 
or acquired, the taxpayer may elect to take amortization 
deductions. Such deductions would then be computed on the 
basis of a period beginning with the month following the 
month of completion or acuqisition and ending with the 
month in which the emergency ceased. The taxpayer's returns 
would be recomputed on the basis of the amortization thus 
determined. Naturally, in each of the above cases, the newly 
determined amortization deduction would be substituted far 
the depreciation previously claimed, not added to it in 
recomputing the taxes. 
In all the preeeding cases, the notice of election 
made as a result of the termination of the mmortization period, 
must be filed with the Commissioner of Internal Revenue within 
ninety days after the termination date applicable in the 
particular case, and the statement must contain a description 
clearly identifying the asset. In additio.n, a copy of this 
statement ·should be attached to the tax return for the tax-
able year in which the termination occurs. 
K. Recomputation of Tax--Termination of Amortization Period 
The recomputation of the tax applies to income, 
excess profits, capital stock, and any other taxes of the 
corporation directly or indirectly affected by the recompu-
tation. 
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The adjustment will be considered as a refuhd 
or assessment with regard to each individual year involved, 
if within one year from the date the emergency ceases a claim 
for refund is filed or a notice of deficiency mailed. This 
adjustment will be made regardless of any changes in the law 
(except regarding compromises--Section 3761) which would 
normally prevent such adjustment, either on the date the 
amortization period is terminated, or with :tn one year from 
that date. 
The adjustment made will be that resulting from · 
the recomputation of amortization deduction only, and will 
not be affected by other adjustments. 
Once paid, a refund can not be recovered by any 
claim except one based on the recomputation. 
Refunds or assessments will bear interest at the 
us.ual rates applicable to overpayments and deficiencies. 
The ·adjusted basis is the cost on which amortize-
tion deductions will be computed. In all cases, this is the 
cost of the construction, reconstruction, erection, installa-
tion, or acquisition whfuh it is desired will be certified 
and amortizable. 
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If all expenditures in question were attributable 
to work done after June 10, 1940, and if the assets had been 
certified in their entirety, then the unadjusted basis for 
amortization would be the same as any other unadjusted 
basis. 
If the facilities are certified in their entirety, 
but a part of the total expenditure for them is attributable 
to work done prior to June 10, 1940, then the unadjusted 
basis will be ohly that portion of the total as is attribu-
table to work done after June 10, 1940, and the balance will 
be eligible only for ordinary depreciation. 
If the facilities are certified only in part, then 
only that portion certified is subject to amortization and 
the balance is subject to ordinary depreciation. In addition, 
· should any of the work have been done prior to June 10, 1940, 
then the above paragraph would also apply. 
From such unadjusted basis, the adjusted basis 
will be determined by -applying adjustments of Section 113 (b), 
which would not apply to the type of assets under c onsidera-
tion in most cases, although one possible instance would 
be fire damage covered by insurance. 
M. Additions to Facilities 
Once a certified facility has been completed or 
a cquired, further expenditures made, even though attributable 
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to that facility, shall no't be added to its ad justed 
basis for amortization purposes. Such additional expen-
ditures should be treated as the construction, reconstruc-
tion, erection, installation, or acquisition of a new 
facility, and application made for certification of that 
new facility as a separate item. 
N. Depreciation of a Portion of a Facility 
It wa s previously noted that in some cases, only 
a portion of the expenditures for a facility might be con-
sidered subject to amortization. Such cases would be where 
part of the expenditures were attributable to work done 
prior to June 10, 1940, where amortization of a • depreciable 
property had been elected, and then a subsequent eleetion 
made to discontinue amortization, or where only a part of 
the facility was certified as being in the interests of 
national defense. Thus, in general, if the adjusted basis 
of the facility for amortization is less than its adjusted 
basis for depreciation, the difference may be depreciated 
normally. If should be noted, however, that certain of 
the facilities, such as land, are not eligible far deprecia-
tion, and for such facilities no depreciation would be 
allowed because the depreciable part of a facility falls 
under the regular depreciation provisions of the tax laws. 
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0. Payment by the United States of the Unamortized Cost 
of the Facility 
The corporation may be reimbursed for the un-
amo~tized cost of certified emergency facilities because of 
the c&ncellation of contracts involving the use of the 
facilities, or because the corporation had reasonable 
grounds for anticipating future contracts and these con-
tracts were not made. In such cases, the amount received 
may be properly includible as ~ross income for tax purposes 
for the year in which such paJlJlent was received. The 
corporation would then be allowed, at its election, to 
include in that tax return for the month in which the pay-
ment was includible, an amount equal to the payment received 
in lieu of the regular amortization allowance, provided 
that this amount does not exceed the unamortized adjusted 
basis of the facility as of the end of the month prior to 
computing the month's deduction. 
Should the corporation be so reimbursed for facil-
ities not entitled to amortization, the regular depreciation 
deduction may be adjusted in the same manner. 
P. Certification -- Necessity Certificate 
The Secretary of the Department concerned will 
certify to the Commissioner of Internal Revenue that the 
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facilities desc~ibed in the Application for a Necessity 
Certificate are necessary in the interests of national 
defense. ~fuen such action is taken "and the certificate 
( ~pplied for is) issued b:[ the Army or the Navy •• . • a 
· copy thereof is transmitted to the Treasury Department 
accompanied by a copy of the Appendix A filed with the 
application . . . It is assumed .that copies of these 
certificates will reach the Internal Revenue Agent in 
connection with the audit of the income tax returns in which 
amortization deductions with re§pect to emergency plant 
facilities will be taken and that the agent will make a 
determination that the facilities being amortized are the 
s ame as those described in (Appendix A of) the certl ficate 
of Necessity."l 
~ . Time of F iling· Application --Necessity Certificate 
The time allowed within which an application for 
a Necessity Certificate must be made has been revised since 
the original amortization legislation to give applicants 
a lor~er period to accumulate the information required. The 
latest change in time limit was that made by .Public Law 285 
(T.D. 5104) which provided that applications made on ar be-
fore December 1, 1941 could include any facilities, the 
1. N.A.C.A. Bulletin--Amortization and Defense Certificates, 
November, 1941. 
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construction, reconstruction, erection, or installation 
of which was completed. after June 10, 1940, or any 
facilities acquired after that date. This made it possible 
to file applications for f ·ac ili ties which had not previous-
ly been included on applications, either because the tima 
limit had expired or because the corporation had not 
desired to apply for a certificate. In addition, the time 
limit was changed from sixty days after the beginning of 
construction, reconstruction, installation, or erection, 
or sixty days after acquisition, whichever was the earlier, 
to six months after such date. Thus, so far as applica-
tions regarding facilities now being acquired are concerned, 
such applications must be filed before the expiration of 
six months after the beginning of construction, reconstruc-
tion, erection, or installation of the facilities; orb efore 
the expiration of six months after their acquisition, which-
ever is the earlier. 
The application is usually for certification of 
a number of individual facilities, and the above time 
limitation applies to each individual facility included. 
The date of filing the application is considered 
to be the date such application is received by the Depart-
1 
ment concerned • 
1. General Instructions for Application for a Necessity 
Certificate -~ TAB 24. 
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It should be noted that the Treasury Decisions 
specifically state that the Certificate shall have no 
effect unless the application was filed within the time 
limits prescribed. From this it would appear that if, 
through error, a Certificate was issued even though the 
application had not been filed within the time limi.t, 
or if the applicant had secured the Certificate by mis-
stating the determining dates, the Certificate would be 
considered void and amortization would uot be allowed. 
R. Notification-~ Necessity Certificate. 
The Department concerned will notify the applicant 
of the action taken with regard to its application; i.e., 
certification was or was not made. 
s. Place of Filing Applicati.on --Necessity Certificate. 
"Appl'ications .shall be filed v.rith the office of 
the Under Secretary of War, Tax Amortization Section, 
Washington, D.C., or with the Office of the Under Secre-· 
tary of the Navy, Washington, D.C. An application shall 
be made to only one department, ordinarily that one which 
receives directly or indirectly the larger part of the 
products to be produced with the facilities sought to be 
certified."'1 
1. Ibid. 
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T. Number of Times to File Application Necessity 
certificate 
"Applications shall not be made more than once 
for certification of the same facilities.~ 1 However, 
this restriction is varied somewhat in regard to changes 
in cost or substitution of facilities as noted in that 
section. 
u. Number of' Copies of Application to be Filed -- Necess-
ity Certificate 
"A signed original of the application, together 
with two extra copies, mich need to be signed, shall be 
filed." And "It will be helpful, although not obligatory, 
if the applicant will furnish three extra copies or Appen-
#) dix 'A', in addition to the three c·opies requirecil..""' 
V. Information Required in Application-- Necessitz cer-
tificate 
(1) The name and address of the corporation 
making the application, together with the date of the 
application. 
(2) The application must be addressed to the 
Department concerned. 
;; 
(3) A statement by the co:r:poration that the 
facilities it is seeking to have certified are necessary 
in the interest of national defense during the emergency 
period. 
1. General Instruction for Application for a Necessity 
Certificate -- TAS 24 
2. Ibid. 
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(4) State of incorporation. 
(5) Name, office, and address of the person 
authorized to represent the corporation for the purpose 
of the application. 
(6) If the applicant's usua l business does not 
include the manufacture or sa le of products simila r to 
t h ose wh ich will be manufactured with the facilities 
covered by the application, a description of the usual 
business must be made. 
( 7) The products to be manufactured or the 
services to be rendered with the facilities must be 
described. 
(8) Include a list of the prime or sub-contracts 
with the United States in fulfilling which of the facil-
ities will be used. If the prod~tion is on sub-contract, 
the identity of the prime contractor should be shown with 
the contract number involved. 
(9) 'rhe date it is expected thet production with 
the facilities will begin. 
(10) If the facilities include land, a statement 
should be made giving the name of the former owner, the 
affiliation between the former owner and the applicant, 
and the manner in1 which the land was used prior to its 
acquisition. 
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(11) If the facilities include any buildings 
not constructed especially for the applicant, information 
similar to tha t i n (10) above should be given. 
(12) If any of the other f a cilities were acquired 
second-hand, information similar to that in (10) above 
should be included. 
(13) A statement should then be made that all 
of the facilities, except those just listed under (10, 11, 
and 12), if any, were or are to be constructed or ac-
quired new by the applicant. 
( 14) In:!; ormation on which the applicant bases 
its statement that the fae1li ties are necessary in the 
interest of national defense. Such information would 
include: 
(a) Correspondence with Army or Na~ 
officers, with the holder of the prime contract, 
or with other persons or companies when such 
correspondence indie·ates the need for the 
facilities. 
(b) For each plant involved, show the rate 
of production being e btained without the facil-
ities in terms of units, weight, dollars, horse-
power, etc., as compared with the production 
anticipated to be possible with the facilities. 
(c) Average number of employees per day with 
present facilities as compared with estimated 
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number required when new facilities have 
been added. 
_(d) Number of shifts operating the 
present facilitles and the number of shifts 
it is expected will be used when the new 
facilities have been added. 
(e) Number of hours per shift per week, 
and the number of employee~ per shift at 
present, and anticipated, with use of new 
facilities. 
(f) If the number of shifts ~nd their 
hours are less than the maximum possible, 
include an explanation as to the reason for 
adding to facilities rather than increasing 
the number of shifts or the hours per shift. 
( 15) As the above information is in respect to 
the applicant's productive capacity,an additional state-
.ment should be included, giving the applicant's under-
standing of the need for additional facilities in the 
industry as .a whole. If the capacity of the industry as 
a whole is such th~t there is not a general need for facil-
ities, an explanation of the applicant's desire to add 
to its facilities must be made, particularly with respect 
to the reason for not engaging these existing facilities. 
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( 16) Some indication should be given regard-
ing attempts to subcontract to avoid the need for the 
f a cilities. 
(17) The percentage of the productive capacity 
of the new facilities that will be directly or indirectly 
absorbed in the national defense program. If this is 
less than 100%, the percentage of the cost of the facil-
ities that it is sought to certify must be state<t_. 
(18') Attempts to negotiate financing of' the 
f acilities by government agencies should be noted. 
(19) List all other applications which have 
been filed, g iving their file number or certificate 
number, the Department with which they were filed, the 
total estimated cost of each application's f acilities, 
and the date of certification of any of the applications. 
W ~ Verification of Application-- Necessity Certificate 
Each application must contain a sworn state-
ment that the officer of the corporation signing the 
application has examined the application and that the 
facts stated therein are true to the best of his knowledge 
and belief .• In addition, the ~ecretary of' the corpora-
tion must certify the signing officer's name, office and 
authority. 
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X. Appendix "A" .... - Necessity Certificate: 
The Appendix "A" of the application contains 
a complete ·escriptive list of the facilities for W:J.ich 
certification is sought. The reason for attaching this 
detailed listi:q.g is that the certificate is a .certifica-
tion of the need for FACILITIES and therefore it is the 
physical item of plant that are being certified, and it 
is these items of plant that the corpor~tion desires 
permission to amortize. The application must be filed 
within the time limit prescribed, and it is to be expected, 
therefore, that the costs used will be estimates. However, 
as the certification is of facilities, unless the cost 
estimate proves to be very ~naccurate, so as to indicate 
a change in the physical item, the cost used on the applica-
tion will have no particular bearing on the facilities be-
ing eligible for amortization. 
The first page of the Appendix is a summary sheet 
for the· lists of facilities that make up the Appendix. 
This summary should show the total estimated cost for each 
oi' the principal groups o'f facdlitie:s: Land, Buildings, 
Machine Tools, Hand Tools and Aids to Manufacture, Furnaces, 
and other Facilities, together with the total estimated 
cost of all facilities. In addition, the Summary should 
show the number of pages included in the Appendix, including 
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the Summary and any blueprints, maps, or other 
clescripti ve material attached to the facility 
lists as exhibits and the location of the facilities. 
The pages following the Summary should be 
made in the form of separate schedules, one for each 
of the principal facility groups, and each schedule 
should show the total of the estimated costs of the 
items included, which total would agree with that 
shown on the Summary. 
All facilities listed in the Appendix 
should have identification numbers assigned to make 
it possible to refer to the item. involved when listing 
the information required in the Application w1th 
respect to land acquired and second-hand buildings 
or equipment purchased, when showing the location or 
other information on maps or blueprints attached as 
exhibits, and for reference in case of changes at a 
later date. 
In addition to the informatiom required in 
the Application as noted above, any items which are 
"replacements" should be properly noted as such in 
the Appendix. 
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Each facility listed should be clearly 
described, and there should be shown fts estimated 
cost, dnte of acquisition, and the da te of beg in-
ning construction, i nstallation, reconstruction, 
or erection, whichever is the earlier or whichever 
applies,. 
The first schedule, "land,'" should contain 
a list of the individual pieces of land acquired or to 
be acquired, and cross reference should be made to the 
location of the land on a map .which would be attached 
as an exhibit. In addition to land, the schedule 
should also contain each item of land improvement 
involved, such as filling and grading low area, dredg-
ing channels, or similar work. Each individual project 
of this sort would constitute a separate item. Even 
though two or three identical improvements were being 
made at different locations within the area occupied 
by the same plant, they should be considered as sepa rate 
facilities to aid identification and location either 
physically or on the map. The total of the estimated 
costs for the items on this s chedule should agree with 
the amount shown for "Land" on the summary. 
The second schedule, "Buildings," should show 
as individual items each new building to be constructed 
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and each addition to an e x isting building. As buildings 
vary great ly in size and type, there should be included 
for each buildings its street address (which might be 
covered by a statement on the summary that all facilities 
are located in one plant), its overall dimensions, and a 
description of the construction to indicate the number 
of floors, materials of construction, etc., and the 
i dentifying number assigned to the building on the plant 
records. The map or blueprint attached as an exhibit 
to show the location of the bui lding need sh~r only the 
ground eree occupied. The total of the estimated _costs 
of the buildings included on this schedule should agree 
with the amount shown as'buildings" on the summary. 
The third sched.ule, "Standard Machine Tools," 
should contain a list of the machines acquired, or to 
be acquired. As it is quite customary in larger organ-
izations to departmentalize, it would aid clarity of 
description and ease of identification if the machines 
were grouped according to the department for which they 
were acquired. This schedule should include such items 
as lathes, planers, saws, presses, wood-working machines, 
boring mills, milling machines, and other mechancial equip-
ment the purpose of which is to form or shape materials 
and wh~ch are generally recognised as machine tools. In 
computing the estimated cost to be used for the individual 
items, perhaps the simplest basis would be to include any 
expenditures necessary in securing and placing in operating 
condition the machine itself together with the cost of such 
attachments and accessories as would be readily identifiable 
as a part of the machine and which are necessary in its 
operation. However, as it must be possible to identify 
the items if requested to do so, such easily moved access-
ories as benches and tool cabinets should not be included 
as part of the machine unless they are to be numbered in 
such a manner that they can be easily located. 
The description of the machine tool given in the 
Appendix should contain the make·, model number or size, 
type of machine (as saddle type turret lathe, vertical 
milling machine, horizontal milling machine, four head 
rail miller, two head rail miller, chucking type lathe, 
etc.), serial number marked on the machine by its maker, 
and the shop number assigned by the corporation acquiring 
the machine. As an aid to later identification, it would 
be well to mark each of the parts of the machine and each 
of its accessories with this shop number. 
The fourth schedule, "Hand Tools and Aids to 
Manufacture," is a general schedule designed to include 
all the small portable tools required. These tools would 
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include hand operated electric drills, measuting 
instruments, small buffers, hand trucks, skid boxes, 
extra boring bars, surface plates, and similar relative-
ly small tools and general shop equipment. As this type 
of item is the hardest to list specifically in advance 
of purchase, the use of lump sums to cover general classes 
of hand electric tools, carpenter tools, storage equipment, 
etc., would generally be acceptable for the original 
application subject to specific description upon acquisition. 
The total of the estimated costs shown in this schedule 
should agree with that shown for "Hand Tools and Aids to 
Manufacture" on the summary. 
The fifth schedule, "Furnaces,~ should contain 
a list of the individual furnaces acquired or to be 
acquired. This list would contain open hearth, blast, 
heat treating, forging, or testing furnaces, and should 
include in the description of each the type the partiicu-
lar furnace is. As many of these furnaces have marker's 
names and model numbers, this information should be in-
cluded in the description together with other clarifying 
information such as the source of heat (oil, gas, electric), 
the size : and the shop number assigned by the applicant. 
The estimated cost of the furnace would include the cost 
of acquisition and installation and the cost of tempera-
ture recording and controlling instruments. The total of 
these individual estimated costs should equal the amount 
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shown for "Furances" on the summary. 
"Other Facilities," the last schedule, should 
show all other facilities acquired. Such items might 
be fork trucks, cranes, large testing apparatus,sand 
blasting equipment, automotive vehicles, trailers, 
tractors, power lines, welding equipment, transformers, 
motor-generator sets, and similar items not included in 
the other schedules. The estimate cost of each of these 
items would be the cost installed and ready to operate. 
The description, should contain the maker's name, size, 
and in some cases the use to be made of the item. (For 
example, "power feeding," would not be a clear description 
for identifying an item, but "power feeing from pole 10/64 
to the arc welding battery in the Welding Department" would 
make it possible to readily locate the specific power line.) 
The total of the estimated costs of these items should 
equal the amount shown as "Other Facilities" on the summary. 
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Y. Changes in Facilities after Filing Application 
Necessity Certificate 
As noted previously, the Ap~lication for a 
Certificate usually must be made prior to the acquisi-
tion of the facilities because the time limitation 
imposed by law requires it. Not only is this true, but, 
because the size of some expansion programs is so great, 
some of the facilities may not even have been ordered 
at the time of filing. These factors, together with 
priorities, allocation, diversions, changes in process, 
changes in design, and many other factors, ma~e it highly 
probable that the facilities originally listed in the 
Application will not be the ones finally acquired. However, 
the certification is a certification of facilities and not 
of the expansion program, so it is necessary, whenever 
there is a change in facilities, to apply for a new certifi-
cate covering the substituted or added items. The filing 
of an application for this purpose within the time limit 
will maintain a fully certified position for the corpora-
tion and there will then be no question regarding the 
amortization. Naturally, the facility replaced will not 
have been acquired, and in the final list prepared after 
completion of the facilities and determination of their 
cost, such replaced facilities will be omitted, preferably 
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with a notation of the certificate and item numbers of 
the substituted item. 
Vfuile the above procedure is to be recommended 
in that it fully protects the acquiring corporation, the 
Certification Units of the War and Navy Department is 
· 1 in accord. However it should be noted that while this 
procedure has been tentatively adopted, the applicants 
are advised that they should satisfy themselves as to 
whether it acuually covers the requirements of Section 124. 2 
The information letter procedure provides for 
five possible classes of change in f~cilities, any one of 
which may be explained in a letter of information filed 
under oath. 
In the first class, a corporation which has al-
ready received a Necessity Certificate may file an informa-
tion letter explaining that facilities, in addition to 
those listed in the Certificate, have been acquired. The 
Department concerned will consider this lettsr an applica-
tion for a new Certificate covering the additional items. 
It should be noted, however, that this procedure does not 
in any way alter the time limitation and that the letter 
is therefor e accepted as an a pplication subject to its 
having been received before the expira tion of six months 
after the date of acquisition, etc. Because the time limit 
1. N.A. C.A. Bulle tin- -Amortization and Defense Certificates, 
November 1941 • 
2. Ibid. 
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applies, the only advantage in selecting this procedure 
rather than the normal and safe method of filing a 
regular application is that it is easier to write a 
letter than it is to prepare an application. 
The second class of change is very common, A 
corporation vmich has received a Necessity Certificate 
may find that priorities, changes in cost, or some other 
difficulty makes it impossible to acquire the facilities 
described in the Certificate, and it substitutes other 
facilities. A letter explaining such a change should 
contain both the detail regarding the change in description 
and a sttitement of the necessity for the change. If the 
Certification Unit is satisfied that the change was a 
direct substitution and that it was neces:sary, a new 
Certifi cate will be issued covering the substituted facility 
regardless of the period of time elapsed since acquisition, 
etc. This class of change "has been restricted to such 
things as the substitution of a machine of one make for 
that of another make .nl The instructions f'egarding letters 
of inf ormation spec it! ically suggests, however, th"a t if the 
tima limit has not expired, this class of change should 
be used as the basis for a regular application to be cartain 
of proper certification. 
l. Ibid. 
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The third class of change is that resulting 
from the actual acquisition of items provided for in 
the original "Certificate by a bl&nlret item such as 
"Shop benches, etc." If the detailed listing of the 
items acquired appears to be reasonable in accordance 
with the orig inal blanket item, then a supplementary 
"Certificate will be issued stating that "it is hereby 
certified that the facilities listed in the letter attached 
to this ffi~plemental certificate represent the descriptive 
detail of Item • • • in Appendix A of the applicant's 
original Necessity Certificate Application filed • . ·• 
1 (date) • " For such descriptive detall, the total of the 
individual item's costs need not agree with the amount of 
the blanket item, but any variation should be explained 
in the letter. This is the class of change that will 
occur in the acquisition of the facilities of a great many 
Certificates, especially with regard to the schedules 
"Hand Tools and Aids to ~!ianufactur e" and "Other Faci li ties," 
both of vmich are very apt to have blanket items included. 
The l a st class of change is one that can be 
expected where estimated costs are used; that is, the 
Certificate holder finds upcn completion or acquisition 
of the facilities described in the Certificate that the 
1. Ibid. 
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actual cost exceeds the estimates contained therein. 
In such a case, a letter of information explaining the 
difference will be forwarded by the Certification Unit 
to the Treasury Department where it will be placed in the 
taxpayer's file for reference upon audit of the income 
tax returns. 
Although it is possible to use the information 
letter in the various ways just outlined, Mr. Frederick 
E. Burnham, General Acc0untant of United Aircraft Corp-
oration, recommends in his article ".Amortization and 
Defense Certificates" that its use be restricted to such 
matters as small increases in cost and that new and timely 
applications be used to fully protect the corporation. 
z. Summary -- Amortization 
1. Permission may be secured by a corporation 
to compute a deduction known as amortization which may be 
substituted for depreciation as a deduction in arriving 
at taxable income. 
2. Such permission is granted on the basis of 
an Application for a Necessity Certificate providing 
such Application proves to the War or ;~Nau - Department 
that the facilities for which annortization is sought are 
necessary in the interests of national defense. 
3. When such approval has been received through 
the Application becoming a Necessity Certificate, the 
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corporation will be allowed to amortize t he cost of the 
f a cilities over a period of sixty months or the remalnder 
of the Emergency Period, whichever proves to be the 
shorter. 
4. If it so desires, however, the corporation may 
take only normal depreciation on the certified f a cilities, 
or it may take amortization for part of the sixty month 
period and then elect to take depreciation on the un-
amortized adjusted ba sis remaining. 
5. Should the Emergency Period end before the 
sixty month period, amortization may be recomputed, under 
certain circumstances, if it was taken, or may be taken 
if it had not been or had been taken only in part. 
CHAPrER IX 
GOVER~llrnNT FI NANCING 
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Goyernment Financing 
An agency of the United States Government, 
llefense Plant Corporation (part of the Reconstruction 
Finance Cnpporation), has been established to provide 
manufa cturing facilities which are leased to corporations, 
producing material necessary to the national defense. 
Each individual project of this nature is handled through 
a separate contract between Defense Plant CDrporation 
(hereafter called D.P.C.) and the corporation which is 
the lessee. There are certain basic features common to 
most of these contracts, however, and these features pro-
vide information needed for comparison here. 
The usual procedure for securing D.P.C. financing 
is to make an application somewhat in the same form as 
that of the Application for a Necessity Certificate, giving 
the name and address of the corporation applyins, the pro-
posed location of the facilities, the use to be made of 
their productive capacity, and the need for the facilities. 
In addition, an Appendix "A" is attached to provide detailed 
descriptions of the facilities. This Appendix is similar, 
in general form and arrangement, to the one used with the 
Application for a Necessity Certificate, but usually 'States 
both the total estimated cost of each item and, in addition, 
the estimated costs of the component parts. Thus, the cost 
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of a building is shown in total and subdivided as bare 
building, power feeding, heating, lighting, plumbing, sprink-
lers, connected yard facilities, and architects' fees, while 
the cost of a machine is shown in total and also in detail 
as the machine, standard attachments, motors and controls, 
foundation, and installation. However, the extent of this 
detailed information required for the particular project 
should be determined by consulting D.P .c. 
bn the basis of the total estimated cost of the 
f a cilities, the corporation requests, in the application, 
a fee to c.over all its expenses in connection with the 
project for supervision, accounting, travelling, etc., 
because it is customary for the corporation to handle the 
construction and/or purcha se of the facilities, acting 
for and on behalf of D. P. c. After a definite contract 
has been negotiated on the basis of the application, this 
fee becomes fixed and is not increased even if the actual 
cost is greater. 
In performing its work of acquiring the facil-
ities, the corporation may place orders,the cost o~ which 
is to be billed directly to D. p. c., or it may make ex-
penditures of its own funds and apply to D.P.c. for re-
imbursement. Obviously, the facilities thus acquired are 
the property of D. P. c. 
The contract was based on the information g iven 
in the a pplication, a part of which was the Appendix ~'A", 
listing the facilities needed. Naturally, therefore, the 
facilities acquired are restric t ed to this list unless 
approval to add to the list is secured. This is somewhat 
similar to the Amortization requirement tha t application 
be made for certification of items not included on a list 
previously certified. D. P.C. requirements with respect 
to the identificatiop of the facilities are, however, much 
more strict that those of the amortization requirements. 
Rather than merely st~ting that the corporation must be 
ready to identify the facilities when called upon to do 
so) as is required by the amortization law, D. P. c. re-
quires definite labeling of stamping of each facility 
and its component parts as acquired, so that there shall 
be no question of identity. 
The contract usua lly provides that after the 
facilities have been acquired, D.P.C. will leas e them to 
the corporation for a nominal rental of perhaps a dollar 
a year. Th6 lessee corporation then operates the facilities 
under this lease to produce the me.terial needed and it is 
to be expected that in most ca ses operations will continue 
for the duration of the emergency. 
Vfuen the mergency ends and oper&tions cease to 
be necessary to the national defense, D.P.C. will dispose 
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of the f2.cilities in the man..11er provided for in the 
contract . Usual ly this would be: 
(l) The lessee corporation will be offered the 
facilities at cost less normal -depreciat ion. 
(2) If the p rice thus arrived at is not satis-
factory, a price may be negotiated. 
(3) Should the lessee corporation and D.P.C. 
fail to consumate a sale, D.F.c. will hold 
the property for a period of perhaps five 
years. 
(4) After t h is waiting period, the property may 
be put up for sale to anyone offering an accept-
aole price. When t his is done, if an acceptable 
offer, is received, the lessee corporation will 
be allowed to meet this offer . However, i:C 
it does not do so, the property will be sold to 
t~e party originating the offer. 
CHAPTER X 
COiviP.ARISON OF 1IETHODS 
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COMPARISON OF :METHODS 
The compa rison of advantag es and d isadva ntages 
of the methods of solving t h e problem can be best be 
made by examining each of the methods separately to deter-
mine its merits and then applying this information to the 
various types of expansion problems. 
A. Advantages of Regarding the Expansion as Normal 
(1) Regarding the expansion as normal a nd not 
applying for amortiza tion or goverr~ent 
financing would eliminate the accounting 
and administra tive work such applications 
involve. 
(2) The use of norma l or slightly accelerated 
deprecia tion r ates would result in greater 
depreciable life for the f a cilities so tha t 
t here wou l d be a depreciation deduction a -
vaila ble to reduce income in the future 
even after the emergency. Such a deduction 
might prove very valuable if taxes continue 
to rise. 
(3)If profits are only sufficient to cover 
normal depreciation, then any gr eater deduc-
tion could not actually be e arned. In such · 
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a case, taking only norrnel depreciation 
would g ive full tax benefit in current 
years and would allow for tax benefit in 
future years. 
B. Disadvantages of Regarding Expansion as Normal 
(1) The receipt of e. certificate permitting 
amortization does not compel the corporation 
to take this deduction. However, having the 
certificate, the corporation can recompute 
its taxes if the emergency ends within sixty 
months as previously noted. Thus, it is in 
a position to correct its judgment at a 
later date. 
{2) If profits are sufficient to cover the amortiza-
tion deduction, it might be better to take the 
full deduction while there is profits available 
and worry about the taxes of future years when 
they appear, because future business may not 
produce profits. 
(3) If current profits are sufficient to cover the 
amortization deductlon, but before the full 
allowance has been taken profits decline, it 
is possible to return to regular depreciation 
with the advantage of having recovered more of 
of the cost tha n would ha ve been possible under 
normal depreciation. 
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C. Advantages of Amortization 
(1) The use of the amortization deduction 
allows a corporation to include in 
expenses, when arriving at taxable 
income, a much greater amount for the 
loss in value of fixed assets (emergency 
faci+ities) than would normally be per-
missible. Thus, if the corporation's 
income is sufficiently large to cover this 
deduction, its use provides for the recovery 
of the investment in emergency facilities 
from the income pr0duced during the emergency 
period. Should these assets prove to be of 
no economic value after that period, the loss 
would be limited to real estate tax, property 
tax, and maintenance expenditures until the 
assets were disposed of. 
(2) The provisions for variations of the deduction 
make it possible to use amortization to recover 
a large part of the investment and depreciation 
to recover the balance if such action suits 
the corporation's earnings. 
(3) The provisions for recomputation make it 
possible, in some cases, to correct errors in 
-?4-
judgment several years after the original 
decision. 
(4) The recovery of all or a part of the investment 
during the period when continuous use is to 
b·e expected reduces the fixed charges that must 
be met out of the future peacetime earnings 
when volume may be small thus improving t~e 
corporation's competitive position. 
(5) If borrowing was necessary to finance the 
expansion, the rapid recovery of investment 
made possible by the amortization provision 
will accelerate retirement of the debt. 
D. Disadvantages of Amortization 
(1) If tax rates continue to rise, the corporation 
might later find that the fully amortized 
assets are a tax disadvantage in that the 
amount removed by the deduction from current 
income would have been taxed at lower rates 
than the amount taxable in future years because 
of the lack of either a depreciation or an 
amortization deduction. 
(2) If the assets have no foreseeable productive 
value after the emergency, they can become 
liabilities even if fully amortized because 
they will produce no income to cover the 
recurrlng tax and maintenance charges. Thus, 
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the corporation could gain no advantage in 
amortizing this type of asset. 
(3) The value of the amortization provisions 
is dependent entirely upon the income produced 
by the assets being amortized or upon the 
excess income producing ability of the corpor-
ation's other assets which will help create 
an overall profit. Furthermore the provision 
in the laws allowing a recomputation of the 
amortization deductions if the emergency 
period ends prior to the ending of the sixty 
month period makes it possible that the deduc-
tions will be reeomputed. Should this occur, 
there must be a profit after the regular 
amortization deduction sufficient to cover 
the resulting increase or part of the value 
of the deduction will be lost. In determinine 
whether income will be sufficient for these 
purposes, care must be taken to examine the 
contracts and future laws with respect to any 
provisions contained therein limiting profits 
on the material produced with the facilities. 
Should there be a limitation of profit to a 
percentage of the cost arrived at by including 
only normal depreciation, the effect might be 
serious in some cases. The severity of the 
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restricting provision would vary according to 
the relation of depreciation to total cost, 
and according to the relation of depreciation 
to total cost, and according to the relation 
of normal depreciation to amortization as 
can best be shown by illustration. If the 
cost based on normal depreciation were $100 
with depreciation constituting $50 of this total, 
and profit was limited to 10%, there would be 
produced only $10 against which to offset the 
difference between depreciation and amortization 
incomputing taxable income. However, if the 
normal depreciation had been based on an annual 
rate of 10%, the 20% amortization deduction 
would create a difference of $50 which clearly 
exceeds the prof'i t and renders the effec·ti ve use 
of the amortization deduction impossible unless 
there is compensation profit produced by other 
sales. Obviously, this is an extreme example, 
but it indicates what could happen. 
E. Advantages of Government Financing 
(1) The corporation is not required to make an 
investment in the facilities and, therefore, 
does not have to consider the problems of re-
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covery of investment or of use after the 
emergency period. 
(2) If, after the emergency, the corporation 
wishes to purchase the assets, the contract 
usually provides for such a purchase at a 
reasonable price. 
F. fiisadvantages of Government Financing 
(1) If the assets prove to be valuable after 
the emergency, the corporation might have 
been able to acquire them and to have 
amortized their cost s 'o that it would be in 
a better post-war competitive position. 
(2) The saving of a capital loss through the use 
of government financing might be more than 
offset in the future by c om:peti ti ve use of 
the facilities because a competitor was 
able to bid a higher price than the corpor-
ation could afford at the time of sale. 
G. Expansion for Strictly War Production 
The addition to plant for the production of 
goods whose use is limited to war, such as special 
presses for forming and forging the huge slaps of armor 
plate heeded for battleships, the lathes required to 
turn large rifles, or the concentrated collection of 
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heavy equipment necessary for tank production, or the 
buildings required to house these facilities can best 
be financed through government agencies. The corpora-
tion could not hope to use these assets after the end 
of the emergency and so they would be of no value or a 
definite liability. 
H. Expansion in the Face of Excessive Capacitz 
In many cases, the industry as a whole may have 
expanded already far beyond its pre-war size. In such 
cases, the problem depends largely upon the position of 
the particular corporation. If it appears that the corpor-
ation's earnings will be sufficient to cover amortization 
of the facilities needed, it might be well to adopt this 
basis so as to have fully amortized plant available for 
the competitive struggle to come. Furthermore the avail-
ability of the new facilities might make it possible to 
retire the old plant and use only the new if volume is in-
sufficient for both. This would result in improved pro-
ductive ability and in a lower cost position. However, if 
the expansion were beyond any possible future use, the 
corporation could either apply for government financing or, 
if it had excessive earnings, adopt the ruRortization basis 
with the definite intention of retiring the plant after the 
emergency. Such action as the latter would be based prin-
cipally on eliminating the possibility of future competition. 
-?9-
I. Expansion with Borrowed Funds 
Unless earnings beyond the emergency period 
are very certain, a corporation planning to borrow for 
expansion should carefully check its earning capacity 
for the emergency period itself and base its decision 
entirely on those earnings. If they are expected to 
be lt!l:rge enough to cover the amortization deduction, it 
' 
would appear that the borrowings could be repaid. There 
would be no advantage, however, in taking the risk in-
volved unless the corporetion could really foresee future 
use for the facilities in the years after the emergency. 
The use of government financing would solve the current 
borrowing problem, and if the facilities actually were 
valuable after the emergency, they could be purchased at 
a fair price by borrowing them. 
I. Other Expansion 
In some cases, the expansion required is not 
greatly in excess of what might be considered normal ex-
pansion or replacement of plant and it is of a nature 
identical with that of the existing plant. These cases 
are the ones where normal depreciation might be considered. 
If the earnings of the corporation are not sufficient to 
justify the amortization deduction, and if it appears 
that the expanded plant will be usable in peacetime pro-
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duc t ion at normal profit, then it might be best to 
expand as would be done in normal times. By this 
method, the full tax deduction for the loss of useful 
value would be avai lable and the depreciation deduction 
could be actually earned. If the earnings at the present 
were sufficient to cover the amortiza tion deduction, 
that basis might be used for part of the sixty month 
period to produce lower fixed charges for the future. 
Furthermore the spreading of the deductions over a longer 
period would provide protection against increasing tax 
rates. Even in these cases, however, it would pay to 
secure a Necessity Certific~te so as to be able to re-
compute the deductions if the emergency ends suddenly 
and the corporation's judgment of profits appears to be 
in error. 
CHAPTER XI 
CONCLUSION 
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CONCLUSION 
In the previous chapters the problem of 
financing and accounting for emergency plant expan-
sion was presented and three methods of solving 
the problem were considered. No attempt was made, 
however, to select one of these methods as the best 
because such selection must be based on a study of 
the individual expansion project to determine the 
factors involved. In general, these factors would be 
the financial aspects with which this thesis is primar-
ily concerned, but the purely financial factors would 
have to be tempered in many cases by consideration of 
other aspects not discussed before. 
The long lives of buildings, together with 
the relative impossibility of moving them, eliminates 
the use of D.P.C. financing in some instances where, 
from the financis.l point of view, it would be the 
logic·al method. For instance, additions to the corpor-
ation's existing buildings become an integral part of 
the old huildings and such additions are not reasonably 
usable or salable separately. Therefore D.P.C. could 
not very well purchase the land to be occupied and 
construct such additions. Similarly, expansion involv-
ing the construction of a new building on a plot complete-
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ly surrounded by t.he existing plant would not ordin-
arily be considered suitable for D,.P.C. financing 
because D.P.C. would have to buy the p.}.ot and sufficient 
other land to gain access to its property. Even if 
D.P.C. were willing to undertake such financing, the 
corporation would not want its factory site to be so 
split. Because of these considerations, D.P.c. financing 
of buildings must be regarded as limited to separate 
building either off the present factory site or at the 
edge of that site so that the usefulness of the corpor-
ation's property would not be reduced by the sale of the 
new buildings to outside interests should the corporation 
not want to purchase them after the end of the emergency. 
However, machinery and equipment are usually 
movable, so such limitations would not extend to the pro-
ductive facilities needed for installation in the build-
ings mentioned above. Thus, the solution in such cases 
might be company financing of the buildings, perhaps under 
the amortization plan, and D.P.C. financing of the machin-
ery and equipment. 
Choice of the financially desirable solution 
might be prevented in other cases by the inability to 
secure the necessary certification or D.P.C. financing 
agreement because the facilities could not be shown to be 
necessary to the war effort. Fnr such expansions, choice 
-83-
would be limited to normal expansion financing. 
After having determined the method of 
financing each particul~r expansion by comparison 
of the advantages and disadvantages of the three 
methods as noted in the preceding chapter, and then 
adjusting this decision in accordance with other 
considerations such as those just referred to, a 
single corporation _ .... or even a division of a large 
corporation -~might find that it could use one, two, 
or all three of the methods for its various expansions. 
For instance, it might l..lndertake the following projects: 
(A) Expansion for ~he production of a non-
defense product for which only normal expansion finan-
cing would be available. 
(B) Smell additions to facilities to produce 
one of its regular products for the war effort for 
which expansiorn amortization would offer the best· 
method. 
(C) Expansion _of production of or-e of its 
regular products to such an extent that use of the plant 
for normal markets would be impossible. This might be 
handled by having D.P.c. construct an entirely new plant 
separate from the corporation's existing factory. 
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(D) An expansion similar to "C~, but which 
the ·corporation wanted to keep within. its existing 
factory site for operating reasons. This might be 
handled by having D.P .c. financ·e the machinery and 
equipment for use in a building constructed by the 
company under the amortization plan. 
Thus it can be seen that there is no one 
best way to handle the expansion prob·lem. In fact, 
there is not even one best way for a single corpora-
tion to handle its various expansions. Each project 
must be considered as a separate problem, the solution 
of which depends primarily on the financial considera-
tions discussed in the preceding chapters, adjusted 
to e·onform with any special considerations, such ~s 
location of the facilities. 
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